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THE JUDICIAL TEST OF A REASONABLE RAILROAD 
RATE, AND ITS RELATION TO A FEDERAL VAL- 
UATION OF RAILWAY PROPERTY. 

WHEN the difficulties of the subject are fairly weighed it is 
not surprising that the problem of the basis by which the 
reasonableness of railroad rates may be tested continues to 
await a definite solution by the courts. The Interstate Commerce 
Commission has confessed its inability at present to decide upon 
those larger aspects of the question which arise when general sched- 
ules are under consideration. In its Annual Report for 1903, the 
Commission made appeal to Congress that provision be made, wheth- 
er independently of the Commission or by an enlargement of its 
powers, for an authoritative valuation of railway property. This 
appeal is continued and emphasized in the 23rd Annual Report re- 
cently issued. The object of our inquiry is to consider the judicial 
development of the present attitude of the Supreme Court of the 
United States as to the test by which the reasonableness of railroad 
rates may be determined, and to discuss how far the valuation pro- 
posed by the Interstate Commerce Commission will conduce towards 
a solution of the problem. Rates may be viewed either in their gen- 
eral aspect as constituting the entire schedule of a railroad from 
which its whole income is derived, or in their specific aspect as ap- 
plying to individual commodities or classes of commodities. The 
problems presented by the two points of view are distinctly differ- 
ent, and cannot be solved by an application of the same principles- 
It is with a general level or schedule of rates that we are here deal- 
ing. 

The conflict between the railroads and the courts on the question 
of a reasonable rate rests upon the following basis. On the one hand 
the railroads claim that they should be permitted, in company with 
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other industrial bodies, to earn the profits which are the reward of 
effective management. Rates are to be based upon the value of the 
service rendered to the shipper, and a railroad which furnishes these 
services in the most efficient and economical way is entitled to what 
profits it may earn thereby. This system of charges is popularly 
known as "what the traffic will bear." An answer of Mr. Harriman, 
during an investigation by the Commission, illustrates how far it 
might be carried. When questioned upon his statement that it would 
not be wrong for his railroads to earn 15 % of their capitalization, 
and being asked where he would fix the limit, his reply was: "A 
hundred per cent, if you like. * * * As long as it [the railroad] is 
properly conducted, and gives proper facilities for the proper trans- 
action of its business, and no higher rate than is relatively charged 
by any other railroad, it is within the bounds of propriety." 

On the other hand we find the Supreme Court of the United States, 
whose leadership is followed more or less by the other courts, finding 
the test, by which the reasonableness of rates is to be determined, 
in the value of the property used by the railroads for the service of 
the public, i. e., rates are to be calculated on the basis of an adequate 
return upon the value of the investment. In this proposition are in- 
cluded two distinct questions, viz., what constitutes the investment? 
and what is to be considered as the adequate return which must be 
allowed upon it? Neither of these questions has been answered 
with such definiteness as to settle the practical applicability of the 
test of reasonableness advocated by the Supreme Court. But the 
principles underlying their solution have been laid down with suffi- 
cient clearness, and we propose to examine by what methods these 
principles may be reduced to practice. 

What then are the principles laid down by the Supreme Court for 
ascertaining the investment of a railway company, and the amount 
of return which should be allowed upon it? As the present attitude 
of the court represents a gradual development with regard to both 
these questions, and a distinct change of policy with regard to the 
first, it is important to an understanding of the situation to trace 
somewhat briefly the steps by which the Supreme Court has arrived 
at its present position. 

Following the civil war, railroad growth in the west increased 
so rapidly as to present entirely new problems ; hitherto the railroads 
had been subject, in their charges, only to the common law rule of 
reasonableness, viz., that charges should be neither extortionate nor 
unduly discriminatory, and the few complaints that existed would 
seem to show that the carriers were in greater demand of traffic than 
the shippers of service. But new conditions brought new powers to 
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the railroads ; rates were fairly low when lines were subject to com- 
petition, but very high when a monopoly existed. 

As a result, the state of Illinois, in 1871, created a Railroad Com- 
mission and empowered it to fix rates. In doing so the Commission 
classified the various railroads according to their gross receipts and 
varied the rates in proportion to such receipts. The rates were con- 
tested by the railroads, and in 1876 the whole subject of the right 
of a state legislature to fix rates for public service corporations 
came before the Supreme Court in the case of Munn v. Illinois. 1 
It was there held that the legislature has the final and absolute right 
to fix maximum rates; that such rates are not subject to review by 
the courts ; that the "due process of law" clause of the 14th Amend- 
ment was satisfied when the legislature had come to a decision. If 
the limit of charge had been improperly fixed, the legislature, not 
the courts, should be appealed to for relief. 

Ten years later, in the Railroad Commission cases 2 the court sug- 
gested a reversal of its earlier decision. The state has the general 
power to declare what shall be deemed a reasonable rate ; but it may 
not, under pretense of regulating rates, require a railroad to carry 
persons or property without reward. It therefore devolves upon the 
courts to declare what rates would have that effect if the proper cir- 
cumstances should arise. 

In 1890 the decision of Mwnn v. Illinois was definitely reversed. 
In Chicago, Milwaukee and St. Paul R. R. v. Minnesota? it was held 
that an act of the state of Minnesota giving absolute finality to the 
decisions of its Railroad and Warehouse Commission, without the 
right to judicial investigation, was unconstitutional. The reason- 
ableness of railway rates is eminently a judicial question. "Due pro- 
cess of law" is defined to mean for such cases investigation by a ju- 
dicial tribunal ; and "equal protection of the laws" is held to include 
the right to charge such rates as will return an income comparable 
with the return which other persons are permitted to receive upon 
their invested capital. "And in so far as it [the company] is thus 
deprived [of the power of charging reasonable rates], while other 
persons are permitted to receive reasonable profits upon their in- 
vested capital, the company is deprived of the equal protection of the 
laws." Here the test of reasonableness applied is a relative one, and 
railroads are put upon the same footing as other industrial com- 
panies. An important distinction, however, must be noticed, viz., 
that in classifying the railroads with other industries the court clear- 

»94 u. S. 113. 

•Stone v. Farmers Loan & Trust Co., 116 U. S. 307. 

* 134 U. S. 418. 
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ly did not intend that they should be allowed to make use of their 
monopolistic position, where such existed, and obtain the unusual 
returns which an industrial monopoly might bring. Rather, the rail- 
roads were not to be denied that rate of return which is the ordinary 
rate of interest from the average field of investment. 

From 1890 to 1898 follows a series of cases in which the reason- 
ableness of the rates in force is tested by an examination of the ac- 
counts of the railroads in an inquiry to ascertain what income the 
rates in question yield upon the investment, and whether or not there 
are circumstances connected with the management of the railroad 
which tend to destroy its claim to earn an income comparable with 
that received from other invested capital. In most cases the court 
accepted, in the actual decision, the capital securities of the railroads 
as evidence of the investment, even in cases where the statement 
of principles points out the danger of so doing ; such securities pre- 
sumably representing the original cost of the road and subsequent 
improvements, whence the value of the investment is derived. 

We may first consider the actual point decided in three of the lead- 
ing cases, and next the principles enunciated, obiter, in support of 
the opinions rendered. 

In 1892, the Supreme Court, in the case of Chicago and Grand 
Trunk Ry. V. Wettman* sustained the validity of an act of the state 
of Michigan of 1889 on the ground that the evidence presented by 
the railroad, to the effect that the proposed rates would reduce the 
income below operating expenses, did not include an account of 
how the earnings of the roalroad had been spent, nor an estimate as 
to whether the reduction in rates would not increase the amount of 
business and hence not affect the earnings. 

In 1894, in the case of Reagan v. Farmers Loan and Trust Co. 5, 
the rates established by a railroad commission, under a law of Texas 
of 1891, were deemed confiscatory on the ground that if the rates 
were enforced the earnings would not pay one half of the interest 
on the bonded debt of the company, and that as no waste or mis- 
management in construction or operation had been shown on the part 
of .the railroad there were no circumstances to destroy the claim of 
the railroad to a fair return on its investment. 

In 1896, in the case of Covington Road Co. v. Sandford 6 an act 
of Kentucky of May, 1890, regulating toll rates was declared uncon- 
stitutional on the ground that the prescribed rates would make the 
earnings insufficient to meet expenses and pay dividends upon the 



* 143 u. S. 339. 

5 154 U. S. 362. 

6 164 u. s. 578- 
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capital stock. The facts presented by the Road in evidence of the 
state of its finances were not contested in this case. 

Coming now to the principles enunciated in connection with the 
above decisions, we find the following statements of the circum- 
stances which tend to destroy the claim of a railroad to earn inter- 
est for its bonds and dividends for its stockholders. In Chicago 
mid Grand Trunk Ry. v. Wellman the court said: "Surely before 
the courts are called upon to adjudge an act of the legislature fixing 
the maximum passenger rates for railroad companies to be unconsti- 
tutional, on the ground that its enforcement would prevent stock- 
holders from receiving any dividends on their investments, or the 
bondholders any interest on their loans, they should be fully advised 
as to what is done with the receipts and earnings of the company; 
for if so advised it might clearly appear that a prudent and honest 
management would, within the rates proscribed, secure to the bond- 
holders their interest, and to the stockholders reasonable dividends." 

In Reagan v. Farmers Loom & Trust Co. the court was more ex- 
plicit : "It is unnecessary to decide, and we do not wish to be under- 
stood as laying down an absolute rule that in every case a failure 
to produce some profit to those who have invested their money is 
conclusive that the tariff is unjust and unreasonable. * * * There 
may be circumstances which would justify such a tariff ; there may 
have been extravagance and needless expenditure of money; there 
may be waste in the management of the road ; enormous salaries, un- 
just discrimination as between individual shippers, resulting in gen- 
eral loss. The construction may have been at a time when material 
and labor were at the highest price, so that the actual cost far ex- 
ceeds the present value; the road may have been unwisely built, in 
localities where there is no sufficient business to sustain a road. 
Doubtless, too, there are many other matters affecting the rights of 
the community in which the road is built as well as the rights of those 
who have built the road." 

The same principles are repeated in Covington Road Co. v. Sand- 
ford: "It cannot be said that a corporation is entitled, as of right 
and without reference to the interests of the public, to realize a 
given per cent upon its capital stock. * * * If the establishing of new 
lines of transportation should cause a diminution in the number of 
those who need to use a turnpike road, and consequently a diminu- 
tion in the tolls collected, that is not, in itself, a sufficient reason 
why the corporation operating the road should be allowed to main- 
tain rates that would be unjust to those who must or do use its prop- 
erty. * * * In short each case must depend upon its special facts." 

It is thus determined that a railroad may not make up, by its 
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charges upon the public, for the deterioration in value of its property 
since the time of its construction, whether this deterioration be due 
to original bad judgment in the location of the roalroad, to changes 
in the cost of the materials used in construction, to competition of 
new lines, or other economic forces. 

In 1898 the court approached the question from another point of 
view, and entered into an inquiry as to whether the amount of the 
invested capital, upon which a fair return is to be allowed under 
ordinary circumstances, is to be judged by the stocks and bonds of 
a railroad, which represent the original cost and subsequent improve- 
ments, or is to be judged by the present value of the property used 
by the railroad. In the case of Smyth v. Ames 7 a law of Nebraska, 
regulating rates, was declared void on the ground that the prescribed 
rates were confiscatory. The court first disposed of cases of over- 
capitalization : "If a railroad corporation has bonded its property 
for an amount that exceeds its fair value, or if its capitalization is 
largely fictitious it may not impose upon the public the burden of 
such increased rates as may be required for the purpose of realizing 
profits upon such excessive valuation or fictitious capitalization." 
Justice Harlan then continued : "We hold, however, that the basis 
of all calculations as to the reasonableness of rates to be charged 
by a corporation maintaining a highway under legislative sanction 
must be the fair value of the property being used by it for the con- 
venience of the public. And in order to ascertain that value, the 
original cost of construction, the amount expended in permanent im- 
provements, the amount and market value of its bonds and stocks, 
the present as compared with the original cost of construction, the 
probable earning capacity of the property under the particular rates 
prescribed by statute and the sum required to meet operating ex- 
penses, are all matters for consideration, and are to be given such 
weight as may be just and right in each case." 

It is obvious that the test of reasonableness here offered is a purely 
theoretical one, since no suggestion is made of the proportionate 
weight to be given to the various "matters for consideration." Tak- 
ing them individually it would seem that the probable earning ca- 
pacity under the rates prescribed -and the sum required to meet oper- 
ating expenses belong rather to the computation of a just return 
upon the investment than to the value of the investment itself. More- 
over, the market value of the securities of a railroad is largely deter- 
mined by the earnings, and the earnings are dependent upon the 
rates in force ; hence to admit the market value of the securities into 

' 169 U. S. 46*- 
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the estimate of the value of the property would be to beg the very 
question which is before the court. It seems probable that in using 
the term "fair value" the court wished to take into account the value 
of a railroad as a "going" concern, i. e., the increment in value re- 
sulting from the permanent establishment of a road, and its demon- 
strated ability to make profits. However, the important point to 
note in the above decision is that the basis for determining what 
constitutes the investment is now held to be the present value of the 
property rather than the money actually spent in constructing and 
improving it. This idea is emphasized and developed in later de- 
cisions. 

In 1899, in the case of San Diego Land and Town Co. v. National 
City 8 the reasonableness of water rates prescribed by the city was 
upheld on the following ground: "The basis of calculation sug- 
gested by the appellant is, however, defective in not requiring the 
real value of. the property and the fair value in themselves of the 
services rendered to be taken into consideration. What the company 
is entitled to demand, in order that it may have just compensation, is 
a fair return upon the reasonable value of the property at the time 
it is being used for the public. The property may have cost more 
than it ought to have cost, and its outstanding bonds for money bor- 
rowed and which went into the plant may be in excess of the real 
value of the property. 

Practically the same language is used in Catting v. Kansas City 
Stock Yards Co. 9 decided in 1901, and in Stanislaus Co. v. San Joa- 
quin Canal & Irrigation Co. 10 two years later. When the recent 
case of Consolidated Gas Co. v. City of New York 11 was being tried 
before the circuit court the following interpretation was given to 
the cases from which we have been quoting. "It is impossible to ob- 
serve this continued use of the present tense in these decisions of 
the highest court without feeling that the actual reproductive value 
[cost of reproduction] at the time of inquiry is the first and most im- 
portant figure to be ascertained." When the same case came before 
the Supreme Court 12 Justice Peckham gave the following ruling as 
to what rate of interest is to be considered as a fair measure of return 
upon the investment. It supplements the early statement of the 
court 13 that "equal protection of the laws" included the right to 
charge such rates as will return an income comparable with the re- 

•174 U. S. 739. 

» 183 U. S. 79. 

10 192 U. S. 201. 

11 157 Fed. 849. 

"Willcox v. Consolidated Gas. Co., 212 U. S. 19. 

» 134 U. S. 418. 
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turn which other persons are permitted to receive upon their invested 
capital. "There is no particular rate of compensation which must 
in all cases and in all parts of the country be regarded as sufficient 
for capital invested in business enterprises. Such compensation must 
depend greatly upon circumstances and locality ; among other things 
the amount of risk in business is a most important factor as well as 
the locality where the business is conducted and the rate expected 
and usually realized there upon investments of a somewhat similar 
nature with regard to the risk attending them. * * * One who invests 
his money in a business of a somewhat hazardous character is very 
properly held to have the right to a larger return without legislative 
interference, than can be obtained from an investment in govern- 
ment bonds or other perfectly safe security." 

So much for the principles in accordance with which the reason- 
ableness of a railroad rate may be tested. How are they to be given 
concrete application in a specific case ? Granted that the value of the 
property at the time it is being used for the public constitutes the in- 
vestment upon which a fair return is to be allowed, how shall this 
value be determined? Along what lines does the Interstate Com- 
merce Commission propose to carry out the "trustworthy and author- 
itative valuation of railway property" for which it is urging Congress 
to make provision? 

It will simplify our discussion of the method of valuation pro- 
posed by the Commission if we first review those methods which 
must be rejected as unsatisfactory. In the first place the capital se- 
curities of a railroad cannot be taken as a basis for valuation, since 
it is not claimed that the par value of railway securities in any way 
measures the real value of the property. Nor can the book items, 
"Cost of road," "Cost of equipment," as they appear on the asset 
side of the balance sheet of railway accounts, be taken as a correct 
indication of present values, — certainly they would not be accepted 
as such by any appraiser or financier; as a rule those items do not 
even represent the capital originally put into the enterprise. Nor 
is the "stock and bond" plan, viz., a valuation on the basis of the mar- 
ket quotation of the securities, a correct measure of railway values, 
owing to the manipulation of such securities resulting from their 
purchase by syndicates for consolidation and control. Likewise the 
fact that the rates which we are seeking to regulate by the valuation 
determine in part the market value of the securities, renders this 
method unreliable. Nor can a "commercial valuation" of railway 
property computed from earnings on the basis of an established 
schedule of freight and passenger rates be used, since it also in- 
volves the rates in force. However applicable such a valuation may 
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be to industrial property under other circumstances, to apply it to 
railway property when there is question of rate making would be 
to renounce the possibility of regulation. 

Let us now examine the method proposed by the Interstate Com- 
merce Commission. In its Annual Report for 1903 the Commission 
advocates the taking of a detailed inventory of the property. This 
inventory is to be made along two separate lines : a valuation of the 
physical elements and of the non-physical elements of the property. 
Under the physical elements would be included all the tangible prop- 
erty of the railroad, — the right of way, terminals, rolling stock, and 
other real estate. These are to be estimated by an appraisal by com- 
petent engineers, and the result would indicate the actual cost of re- 
producing the road, to which might be added under circumstances an 
allowance for deterioration. That there are difficulties connected 
with the above appraisal is sufficiently evident ; especially would the 
appraisal of land values be complex, since such values as depend 
upon the situation of the land with respect to future developments 
of the railroad and to the growth of the community would make the 
estimate in some cases purely speculative. In the recent "Spokane 
case" 14 the Northern Pacific valued at high figures certain portions 
of its right of way which had cost it practically nothing, being in 
part the gift of the Government. Without passing upon the consti- 
tutional question whether a value must be assigned to an unearned 
increment which is capable of reaching such vast proportions, it 
would seem fair that in such cases the original cost should be an 
important factor in the valuation. Mr. W. H. Williams of the Del- 
aware and Hudson Railroad Company in a recent paper before the 
American Economic Association lays stress upon certain items 
which have been ignored or inadequately treated in previous esti- 
mates made under state authority.. Cost of surveys, rate of interest 
upon capital during construction and during the placing of the road 
upon a self-sustaining basis, cost of introducing improvements be- 
fore the older facilities are worn out — are among such items, and 
they indicate the necessity of conducting the valuation along liberal 
lines. 

However, granted that the valuation of the physical properties 
could be fairly accurately estimated, there are the non-physical ele- 
ments to be valued. These may be generalized as the elements 
which make a business profitable. They constitute the ability of, the 
physical plant to earn profits, and include all those intangible condi- 
tions associated with a going business on a permanent footing. The 

" Interstate Commerce Commission Reports XV, 376. 
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term "franchise value" is sometimes loosely applied to them, but 
this should be more properly restricted to present absence of compe- 
tition. The non-physical elements undoubtedly constitute an im- 
portant part of the fair value of the property, and have been recog- 
nized as such by the courts. Mr. Henry C. Adams, statistician of the 
Commission, has made a detailed enumeration of them, 15 originally 
for purposes of taxation, and they include in substance the following : 
the value of the franchise, the possession of traffic not exposed to 
competition and of traffic held by established connections, economies, 
resulting from increased density of traffic and a value on account 
of the organization and vitality of the industries served by the cor- 
poration, as well as of the organization and vitality of the industry 
which renders the service. 

In a letter to Hon. Martin A. Knapp of May 24, 1906, 18 Mr. 
Adams indicates that the same elements of value may be considered 
when property is being appraised for purposes of rate regulation.. 
In the first case it was proposed to value these non-physical elements 
by capitalizing "at a certain rate of interest" the surplus income re- 
maining after deducting from the total income a certain per cent of 
the appraised value of the physical properties. However well adapted 
this method of calculation may be to valuations for purposes of tax- 
ation, it cannot be applied in valuations for the purpose of rate mak- 
ing. The sum of the physical and the non-physical values thus com- 
puted would not differ in any essential way from the commercial" 
valuation which Mr. Adams himself rejects as a basis of estimate. 
And in any case this part of the inventory valuation would involve 
the rates in force, and hence be inconclusive. 

In another place Mr. Adams suggests that the inventory of the 
non-physical elements of value might be obtained through "an analy- 
sis of the operating accounts and a study of the history of the prop- 
erty, so far as this may be necessary to a just estimate of its commer- 
cial condition and business prospects." It would seem to be fairly 
possible to form a just estimate in ton miles of the increased traffic 
from the following sources : from industries situated along the route- 
of the railroad and either owned by it or necessarily subservient to 
it ; from purely local traffic, and from traffic held by established con- 
nections. The profits resulting from the permanent holding of this 
special traffic, as well as the economies resulting from the increased 

a See letter of Mr. Adams to the Board of State Tax Commissioners of Michigan,. 
October 1900. Reproduced in Census Bulletin No. 21, p. 78, giving the commerciar 
valuation of railway property for 1904. 

16 Reproduced in Proceedings of the 20th Annual Convention of the National Asso- 
ciation of Railway Commissioners, p. 206. 
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density of traffic caused thereby, could then be capitalized and con- 
sidered as part of the actual property of the railroad. 

But there is another element to be accounted for in the value of an 
industry as a going concern, viz., the organization of the system. 
Under this heading may be included the economical management of 
the company by which a maximum of efficiency is secured with a 
minimum of expenditure, and the good will obtained by the company 
where its traffic is exposed to competition. If it were necessary to 
capitalize this element of value it is difficult to see how the estimate 
could be conducted except on the basis of earnings ; but there seems 
to be no such necessity in the present case. It may be otherwise 
when there is question of taxing the property, or when the property 
is being taken over by the state under its power of eminent domain ; 
but when property is being valued for the purpose of fixing rates the 
element of organization is sufficiently accounted for under the rate 
of interest allowed upon the investment. 

We have seen that the courts have held that the rate of return upon 
the investment is determined by the special circumstances of the case, 
— that the character of the enterprise and the amount of risk involved 
in the undertaking may call for larger returns than the normal rate 
of interest upon safe investments. 17 In the case of railroads there is 
the original risk of projecting the undertaking and the contin- 
uing risk of carrying on a business the success of which is 
dependent on the executive ability of its managers, the good will 
of the community, the density of traffic and other economic forces. 
In addition to the risks common to other industrial undertakings, 
a railroad being the instrument of commercial intercourse reflects 
every fluctuation in the amount of that intercourse and is the first 
to suffer from depressions in it. Hence it is not unreasonable that 
investments in railway property (we refer to the actual value of the 
property, not to the amount of securities on the market) should be 
allowed unusually large returns. Just what rate of interest is fairly 
due it is impossible to decide by any fixed rule. A scientific study 
of the history of the property, of the ratio of operating expenses to 
ton mileage with due regard to special conditions, and of the fluc- 
tuations of traffic to which the railroad has been subjected, would 
give sufficiently definite lines for a court or commission to work 
upon to prevent its judgment from being entirely arbitrary. In 
thus allowing larger returns because of the character of the enter- 
prise a railroad is given opportunity to earn fair compensation for 
that element of value included in the organization of its business 

"Willcox v. Consolidated Gas Co., «I2 U. S. 19. 
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system. There is clearly no call to capitalize this element, for the 
inflation of a company's securities would go on without limit if we 
were to include as part of capital those very factors because of which 
a larger return is allowed to capital. 

There are then certain non-physical values which may properly 
be capitalized and others which need not be capitalized in making a 
valuation of railway property for the purpose of fixing rates. But 
whatever conclusion the Interstate Commerce Commission may come 
to with regard to the estimate of the non-physical elements of value, 
whether it neglect them entirely in its official valuation and leave 
them to be considered when specific cases of contested rates come up 
for decision, 18 or whether it determine them on a basis somewhat 
similar to that outlined above, the important feature of the under- 
taking will be the valuation of the physical elements of the property. 

What precise practical purpose can this physical valuation serve? 
The Commission advances three reasons in support of its proposal. 
In the first place the Commission has been called upon to pass judg- 
ment upon certain rate cases in which the reasonableness of a gen- 
eral level or schedule of rates was brought into question. As the 
amount of profit secured to the investment is the important point 
to be considered in such cases (the Commission is also influenced 
by the industrial development of the country), it is clear that no 
action can be taken until the amount of that investment is known. 
While a mere physical valuation, until it is supplemented by other 
considerations, is inadequate to show the value of the investment in 
its entirety, it will serve as the central and controlling factor in the 
investigation. In no case can it be expected to obtain a valuation 
accurate to the dollar. The Commission is not of the opinion that 
a reasonable rate "can be determined by mathematical calculation" ; 
but as a foundation upon which to base the special considerations 
which must be given weight in each individual case, the physical 
valuation will be practically indispensable. Moreover the valuation 
promises to prove of increasing importance in the determination 
of specific rates. In the recent "Spokane case" 19 the railroads sought 
to enjoin certain rates upon lumber by offering, in defense of their 
complaint, a detailed statement of the cost of reproducing their phys- 
ical properties. There is no way for the Commission successfully to 
defend its rates unless it can meet such testimony. 

Secondly, the Commission has in mind the use of a physical valua- 

18 It is to be noted that the Commission, in its latest reports, speaks of "provision 
for a physical valuation of railway property" leaving it doubtful whether this would 
include an estimate of the value of the railroad as an established going business. 

" Interstate Commerce Commission Reports XV, 376. 
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tion of railway property as a means of investigating the question of 
railway capitalization. The direct interest of the Commission in. 
this matter arises from the fact that it will thus be enabled, in cases 
involving the reasonableness of rates, to answer more effectively the 
contention of a railroad that its capital securities represent the value 
of its investment. It is evident that the public also has an interest 
that the securities issued by a railroad be within the ability of assured 
earnings to support the interest charges and dividend payments. 
There is no reason why a railroad should not be permitted to issue 
securities, in excess of the physical value of its property, on the 
basis of its assured earnings; but as indicating the extent of such 
additional issue it is apparent how important the physical valuation- 
will be. Moreover, since the passage of the Aldrich-Vreeland bill, 
under which the stocks and bonds of railroads may be accepted as- 
security for national bank circulation, the public has an interest in 
an undertaking which would disclose which of these stocks and 
bonds possess a certain and stable value. 

Thirdly, the Hepburn Act of 1906 makes provision for the formu- 
lation of a standard system of accounts, with the apparent design of 
guaranteeing thereby the sound financing of railroads. The Com- 
mission insists that a satisfactory balance sheet cannot be obtained 
until the Commission is able to test, by its authoritative valuation of 
the property, whether the figures set against "cost of the property" 
fairly represent the corporate assets of the railroad. 

It is evident that the problem of a valuation of railway property 
can be satisfactorily settled only by careful and prudent action on 
the part of the Interstate Commerce Commission. No government 
which has hitherto permitted its railroads to fix their own rates and 
to control their own capitalization unchecked, can afford to attempt 
a sudden and immediate regulation. The methods of railroads in- 
fixing rates and in the issue of capital securities may not have been 
blameless in the past ; but vested interests have in many cases grown 
up around such methods, and it would seriously affect the credit of 
the country if these interests were to be lightly dealt with. 

Charles G. Fenwick. 

Johns Hopkins University. 



